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U a public utility filing consolidated Federal
income tax returns wwth P, engaged in the retail and
whol esal e distribution of electricity and rel ated
services. Federal incone tax rates were reduced in
1986 pursuant to the Tax Reform Act of 1986, Pub. L.
99-514, sec. 821, 100 Stat. 2372, creating an excess in
deferred Federal incone tax collected from custoners of
U Uwas required to adjust utility rates in 1987 and
1988 to conpensate for this overcollection

Uwas allowed to collect funds equal to its
projected fuel and energy conservation costs. Pursuant
to regulatory law, nonthly collections remained fixed
over a 6-nmonth recovery period in order to decrease the
volatility of custonmers’ bills.

1. Held, Us rate reductions from 1987 through
1990 to conpensate for excess deferred Federal incone
tax are not deducti bl e business expenses within the



meani ng of sec. 1341, I.R C., and, therefore, P is not
entitled to the beneficial treatnent of sec. 1341.

2. Held, further, overcollections for fuel and
energy conservation costs are not incone to P under
sec. 61 because U acquired funds subject to an
uncondi tional obligation to repay.

David E. Jacobson and Richard P. Swanson, for petitioner.

Janmes F. Kearney, for respondent.

OPI NI ON

COHEN, Judge: Respondent determ ned deficiencies in
petitioner’s consolidated Federal incone tax for 1986, 1987, and
1988 in the anmounts of $1, 356,802, $1, 321,896, and $7, 099, 160,
respectively.

After concessions by the parties, the issues for decision
are: (1) Wether one of petitioner’s subsidiaries is entitled to
conpute its tax liability for 1987 and 1988 pursuant to section
1341 and (2) whether funds overcollected pursuant to fuel and
energy conservation cost recovery rates constitute income under
section 61.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.



Backgr ound

The parties submtted this case fully stipulated pursuant to
Rul e 122. The stipulated facts are incorporated by this
ref erence.

Fl ori da Progress Corporation (petitioner) is a corporation
organi zed and exi sting under the laws of the State of Florida.

At the tinme of the filing of the petition, petitioner’s principal
pl ace of business was located in St. Petersburg, Florida.

Petitioner operates Florida Power Corporation (Florida
Power), a public utility that provides electricity service to
approximately 1.3 mllion retail custoners over 20,000 square
mles of central and northern Florida. Florida Power also
provi des whol esal e electricity to other electricity providers.
Petitioner and its subsidiaries, including Florida Power, filed
consol i dated Federal inconme tax returns, reported inconme on a
cal endar year, and used the accrual nethod of accounting during
all of the years in issue.

Fl ori da Power is subject to the rules and regul ati ons of
both the Florida Public Service Conm ssion (FPSC) and the Federal
Energy Regul atory Comm ssion (FERC). The FPSC regul ates the
rates that Florida Power may charge its retail custoners, whereas
the FERC regul ates the rates that Florida Power may charge its
whol esal e custoners. Both the FPSC and the FERC al |l ow Fl ori da

Power to charge its custoners a rate for electricity cal cul ated



fromtwo conponents, the estimated costs of providing future
services and an approved rate of return on its invested capital.
The projected anmount of Federal inconme tax that Florida Power
wll pay is a conponent of the estimated costs of providing
future services.

Excess Deferred Federal | ncone Tax

The Federal incone tax expense that Florida Power uses in
determining its costs of providing future services for rate-
maki ng purposes is generally different fromthe Federal incone
tax expense that it currently owes to the Governnent. This
difference is attributable to timng differences in recognition
of itenms of incone and expense. For exanple, the FPSC and the
FERC all ow Fl orida Power to use straight-line depreciation for
rat e- maki ng purposes, while accel erated depreciation is used for
determ ning current taxable incone. |In an earlier year when
accel erated depreciation is greater than straight-1ine
depreciation, this timng difference causes a utility to collect
a higher Federal incone tax conponent for rate-nmaking purposes
than the inconme taxes currently owed to the Governnent for that
year. This excess of the estimated Federal incone tax expense is
referred to as “deferred Federal inconme tax expense”. In a
subsequent year when the timng differences reverse, the incone
tax conponent that the utility charges yields collections that

are less than the Federal incone taxes owed by the utility. The



utility uses the anounts that it overcollects in earlier years to
pay the taxes owed in |ater years.

Both the FPSC and the FERC require the establishnent and
mai nt enance of deferred inconme tax accounts that represent the
net cumul ative anount of Federal incone tax expected to be paid
in future years. |If the inconme tax rate renains constant, the
deferred i ncone tax account will zero out once the timng
di fferences between rate-nmaking i ncone and taxable i nconme expire.

Custoners of Florida Power receive the econom c benefit of
all deferred incone taxes for as long as they are held by Florida
Power. The FERC treats deferred incone tax as a reduction to the
capital rate base used to calculate the approved rate of return
on Florida Power’s invested capital. The FPSC treats deferred
income tax as zero cost capital, meaning that deferred inconme tax
is used to fund services for the benefit of the ratepayers and no
return is collected because it was the ratepayers who supplied
the capital. Custoners get the resulting econom c benefit in
reduced rates.

From 1975 t hrough 1986, Florida Power collected revenues
based on a 46-percent Federal incone tax rate and increased its
deferred i ncone tax account by the anmount of tax related to net
i ncone accrued for rate-nmaking purposes over the anount accrued
for tax purposes. However, the Tax Reform Act of 1986 (TRA)

Pub. L. 99-514, sec. 821, 100 Stat. 289, effective for 1987 and
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| ater years, |owered the maxi num Federal corporate incone tax
rates to 39.95 percent in 1987 and 34 percent in 1988. As a
result, Florida Power’s accunul ated deferred i ncone tax bal ance
on Decenber 31, 1986, exceeded the anount of Federal incone tax
that Florida Power woul d be expected to pay to the Governnment in
| ater years. As of Decenber 31, 1986, all deferred Federa
i ncone tax expense collected by Florida Power fromits retai
custoners in years prior to 1975 had been conpletely reversed.

Both the FPSC and the FERC reserve the power to order
refunds of excess anmounts collected for deferred i ncone taxes.
However, TRA section 203(e), 100 Stat. 2146, provides that the
normal i zation provisions of sections 167 and 168 of the |Internal
Revenue Code would be violated if a utility were to reduce its
excess deferred incone tax reserve nore rapidly than as provi ded
under the average rate assunption nethod (ARAM. TRA section
203(e) applies to excess deferred incone taxes attributable to
timng differences related to depreciation and described in
sections 167(1) and 168(e)(3) of the Internal Revenue Code
(protected excess deferred taxes). Under ARAM protected excess
deferred i ncome taxes can be reversed only as the timng
di fferences that created themreverse.

In addition to protected excess deferred taxes, Florida
Power had accunul ated excess anounts of deferred incone tax for

other timng differences not subject to TRA section 203(e)



(unprotected excess deferred taxes). Exanples of other timng
di fferences, which created unprotected excess deferred taxes,

i ncl ude deductible State and | ocal tax, certain pension costs,
and research and devel opnent costs. These costs were deducted
for Federal income tax purposes and capitalized for rate-nmaking
pur poses.

For 1987, the FPSC ordered Florida Power, pursuant to Fla.
Adm n. Code Ann. r. 25-14.05 (1982) (Fla. Rule 14.05), to return
one-fifth of its total excess deferred incone tax to its retai
custoners. Fla. Rule 14.05 generally provided that excess
deferred incone tax be returned to custoners over a period of 5
years. The return amounted to a refund of $2, 186, 000 of
unpr ot ect ed excess deferred tax and $874, 000 of protected excess
deferred tax. The refund was made to retail custoners in the
formof 12 nonthly credits on custonmers’ electric bills under the
headi ng “1987 Monthly Rate Reduction”

Fl ori da Power also entered into a settlenent agreement with
its whol esal e custoners for a return of excess deferred incone
tax in 1987. Under the ternms of settlenent and pursuant to FERC
regul ation, Florida Power agreed to refund $157,000 to its
whol esal e custoners fromits unprotected excess deferred tax and
$63,000 fromits protected excess deferred tax. The settlenent
agreenent was made effective as of January 1, 1987, but, because

t he agreenent was not finalized until October 9, 1987, credits
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t hat whol esal e custoners were entitled to receive from January
t hrough Cctober were not reflected on those nonths’ bills. To
conpensat e whol esal e custoners for credits they did not receive,
checks were issued to each whol esal e custonmer. The whol esal e
custoners received credits on their Novenber and Decenber bills.

On March 2, 1987, Cccidental Chem cal Corporation, Florida
Power’s largest retail custoner, filed a conplaint with the FPSC
alleging that Florida Power’s rates should be reduced further in
1988. Fla. Rule 14.05 was repeal ed on Novenber 10, 1987, because
the 5-year refund period violated the ARAM net hod prescribed by
TRA. On January 4, 1988, the FPSC approved a settl enent reached
by the parties in which Florida Power agreed to refund
$18, 500, 000, the renmi nder of unprotected excess deferred tax
owed to retail customers, and $2, 153, 000 of protected excess
deferred tax to Florida Power’s retail custonmers according to
ARAM  The refund was made in the formof 12 nonthly credits on
custoners’ electric bills during 1988 under the headi ng “1988
Mont hly Rate Reduction”.

In 1988, Florida Power also entered into a settl enent
agreenent with its whol esale custoners to refund excess deferred
income tax. Under the terns of the 1988 settlenent, Florida
Power agreed to refund $1, 225,000, the remai nder of the
unprotected excess deferred tax owed to whol esal e custoners, and

$155,000 fromits protected excess deferred tax according to



ARAM  The settl enent agreenent was nade effective as of
January 1, 1988, but, because the agreenment was not finalized
until August 30, 1988, credits that whol esal e custoners were
entitled to receive from January through August were not
refl ected on those nonths’ bills. To conpensate whol esal e
custoners for credits they did not receive, checks were issued to
each whol esal e custonmer. The whol esal e custoners received
credits on their Septenber, QOctober, Novenber, and Decenber
bills.

No i nterest conponent was ever included with any refund.
Fl ori da Power did not take a deduction for the credits and refund
checks. Instead, the credits and refund checks were netted
agai nst taxable revenues for 1987 and 1988, thereby | owering
Florida Power’s gross inconme in both years. The anmount of refund
that was returned to a particular retail custoner was based on
the projected anobunt of electricity to be provided to that
custoner during the refund period and was not determ ned by the
anount of excess deferred incone tax paid, if any, by a
particul ar custoner between 1975 and 1986. In addition, many
custoners who paid excess deferred incone tax between 1975 and
1986 did not receive any refund because they |left Florida Power’s

service area, died, or otherwise termnated their accounts.
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Respondent has denied Florida Power the right to relief
under section 1341 with respect to the FPSC and FERC 1987 and
1988 returns of excess deferred Federal incone tax.

Fuel and Enerqy Conservation Costs

Both the FPSC and FERC all ow Fl orida Power to charge its
custoners for its actual, necessary, and prudently incurred fuel
costs. Florida Power uses enriched uranium coal, natural gas,
and oil as fuel to generate electricity. The FPSC al so all ows
Fl orida Power to charge its custoners for reasonabl e and prudent
energy conservation costs. Florida Power is required by the FPSC
to devel op plans for increasing efficiency and decreasi ng energy
consunption within its service area. Reducing the growh rate of
electricity demand benefits not only the individual custoner, who
reduces his demand, but also all other customers on the system
who realize the imedi ate benefit of reduced fuel costs and the
| ong-term benefit of deferring the need for additional generating
capacity.

Fuel costs are recovered from custoners through fuel rates
set by the FPSC or FERC, which are stated separately on
custoners’ bills. Energy conservation costs are recovered
through rates set by the FPSC only. Florida Power is not
permtted to mark up or otherwise earn a profit on anounts it

charges its custoners for fuel or energy conservation costs.
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In order to calculate fuel and energy conservation rates,
Fl ori da Power mnust provide the FPSC and FERC with data that
estimate fuel costs, energy conservation costs, and projected
sal es over a 6-nmonth recovery period. Recovery periods run from
April through Septenber and Cctober through March. The agencies
calcul ate a fuel and energy conservation cost per kilowatt hour
of electricity consuned that renmains | evel over the entire
period. The FPSC and FERC have determ ned that |evel pricing
over a 6-nonth period is beneficial to custoners because it
reduces the volatility of custoners’ nonthly bills caused by
fluctuating fuel prices and random energy conservation
expendi t ur es.

Because the rates approved by the regul atory agencies are
based on estimates, the anount billed by Florida Power for fuel
or energy conservation costs in a given nonth may be nore or |ess
than the costs actually incurred in that nonth. However, an over
or underrecovery at the close of a given nonth may be increased
or decreased by over or underrecoveries occurring in a subsequent
mont h during the sane recovery period. Therefore, any
overrecovery bal ance as of Decenber 31 of any taxable year could
be reduced or elimnated as a result of underrecoveries occurring
during January, February, or March of the follow ng year but sane

rate period.
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| f over and underrecoveries for retail fuel and energy
conservation rates do not cancel during a recovery period, the
FPSC allows for a “true-up” adjustnent during the succeeding two
recovery periods. The FERC allows for a true-up rate adjustnent
for whol esale fuel costs during the single succeeding recovery
period. Both the FPSC and FERC require that overrecoveries be
returned, and underrecoveries be collected, with interest.

When a custoner receives and pays a bill rendered by Florida
Power, the bill shows that the portions relating to fuel and
energy conservation costs are based on estinates, and, when the
estimate is conpared to the actual cost of fuel, the custoner
knows he will be required either to pay nore or he wll be
entitled to a setoff on a future electricity bill. However, the
cust oner does not know the anmount of future true-up involved or
whether it will result in an additional paynent by the custoner
or an amount received fromFlorida Power. Funds collected from
custoners for fuel and energy conservation costs are not
segregated in separate bank accounts nor held in trust by Florida
Power .

At the end of 1986 and 1988, Florida Power had conbi ned
retail and whol esal e fuel cost overrecoveries of $11, 833,183 and
$31, 915, 284, respectively. At the end of 1987, Florida Power had
a conbi ned fuel cost underrecovery of $25,236,199. |In 1986,

1987, and 1988, Florida Power had energy conservation cost
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overrecoveries of $2,419, 002, $509, 206, and $1, 141, 079,
respectively. Petitioner included the overrecoveries in incone
and deducted the underrecovery on its consolidated Federal incone
tax returns for these years. Respondent has denied petitioner’s
request to exclude the overrecoveries from gross incone.

Di scussi on

Application of Section 1341

Petitioner argues that it is entitled to section 1341
treatment for the anount by which Florida Power reduced utility
rates in 1987 and 1988 to conpensate for excess deferred Federa
i ncome taxes. Section 1341 provides in pertinent part:

SEC. 1341(a). In General.--1If--

(1) an itemwas included in gross incone for
a prior taxable year (or years) because it
appeared that the taxpayer had an unrestricted
right to such item

(2) a deduction is allowable for the taxable
year because it was established after the close of
such prior taxable year (or years) that the
t axpayer did not have an unrestricted right to
such itemor to a portion of such item and

(3) the amobunt of such deduction exceeds
$3, 000,

then the tax inposed by this chapter for the taxable
year shall be the |lesser of the follow ng:

(4) the tax for the taxable year conputed
wi th such deduction; or

(5) an anmount equal to-—-
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(A) the tax for the taxable year
conputed w t hout such deduction, m nus

(B) the decrease in tax under this
chapter * * * for the prior taxable year (or
years) which would result solely fromthe
excl usion of such item (or portion thereof)
fromgross income for such prior taxable year
(or years).

* * * * * * *

(b) Special Rules.--

* * * * * * *

(2) Subsection (a) does not apply to any
deduction allowable with respect to an item which
was included in gross incone by reason of the sale
or other disposition of stock in trade of the
t axpayer (or other property of a kind which would
properly have been included in the inventory of
the taxpayer if on hand at the close of the prior
taxabl e year) or property held by the taxpayer
primarily for sale to custoners in the ordinary
course of his trade or business. This paragraph
shall not apply if the deduction arises out of
refunds or repaynents with respect to rates nade
by a regulated public utility * * * if such
refunds or repaynents are required to be made by
the Governnent, political subdivision, agency, or
instrunmentality referred to in such section or by
an order of a court, or are made in settlenent of
[itigation or under threat of inmm nence of
[itigation.

Petitioner’s argunment is essentially the sane as the

argunent raised by the taxpayer in M dAnerican Energy Co. V.

Comm ssioner, 114 T.C. ___ (2000), filed this date, and we find

no reason to reach a different conclusion in this case. I n

M dAnerican Energy Co., a taxpayer-utility held excess deferred

Federal incone tax after Federal incone tax rates were reduced in
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1986 pursuant to TRA. The taxpayer was forced by regulatory | aw
to reduce its rates in subsequent years to offset the excess
deferred Federal incone tax.

A deducti bl e expense is required by section 1341(a)(2) to
qualify for relief under the statute. This Court held that the
taxpayer’s nethod of decreasing its deferred Federal incone tax
account resenbled a reduction in rates rather than a deductible
expense. Factors that led to this Court’s concl usion were:
First, the taxpayer had returned excess deferred incone tax to
custoner classes based upon current energy consunption, not upon
anount s each individual customer actually overpaid during the
years of overcollection; second, no interest conponent was
included with the refunds; and, third, the taxpayer set off the
anount to be refunded agai nst future anmounts owed for goods and
services on custoners’ bills, rather than actually returning
nmoney to custoners. This Court decided that the taxpayer “was
not repaying its customers the excess deferred Federal incone tax
that it collected in prior years. Rather, the rate reductions
served only to reduce inconme in future years and did not directly
conpensate * * * [the taxpayer’s] custoners for prior
overcollection.” 1d. at _ (slip op. at 26). Because these
sane factors are present in the case at hand, we concl ude that
Florida Power’s return of excess deferred Federal incone tax

resenbles a reduction in rates rather than a deducti bl e expense.
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Al t hough petitioner argues that Florida Power paid a form of
constructive interest on deferred incone tax because both the
FPSC and the FERC cal cul ated all owabl e rates using formulas that
penal i zed Fl orida Power for deferred incone tax, these rate
formul as were used even before TRA triggered the liability to
return excess deferred incone tax. Therefore, no interest becane
payabl e upon the formation of the obligation to return excess
deferred inconme tax, which would have suggested that a liability
had arisen at that point in tine.

Qur holding also applies to the portion of returns nade to
whol esal e custoners by check. These returns were carried out by
check only because they represented funds that should have been
refunded to custonmers under FERC regul ations in previous nonths.
The refund shoul d have been returned to whol esal e custoners
starting 10 nonths earlier in 1987 and 8 nonths earlier in 1988.
Had Fl ori da Power nmade these returns in the tinme required by FERC
regul ati ons, they would have been carried out by setoff on
custoners’ bills. Conbined with the other characteristics of the
refunds, this characteristic makes the returns by check resenbl e
a reduction in rates rather than a deducti bl e expense.

Petitioner also clains that section 1341(b)(2) and section
1.1341-2(f)(2)(i), Income Tax Regs., provide that utility refunds
shall be eligible for section 1341 treatnment. However, the

| anguage of section 1341(b)(2) that refers to utility refunds and
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section 1.1341-1(f)(2)(i1), Incone Tax Regs., does nothing nore
than create an exception to the exclusion for the sale of
inventory itens, also found in section 1341(b)(2). Therefore,

al though a public utility will not be excluded fromthe benefits
of section 1341 because its refund stemmed froma sal e of
property characterized as inventory, it still nust satisfy al

the requirenents of section 1341(a) before it is eligible for
relief under the statute. Because the refunds by Florida Power
do not neet the deduction requirenent, petitioner is not eligible
for section 1341 relief.

| ncl usion of Overrecovered Costs in | ncone

The second i ssue addresses the proper tax treatnent of a
portion of Florida Power’s receipts constituting an overrecovery
of fuel and energy conservation costs.

Respondent argues that the claimof right doctrine applies
to require inclusion of overrecoveries in incone under section
61(a). According to respondent’s view, petitioner would be
entitled to a deduction in a subsequent year if and when the
overrecoveries are actually refunded to custoners. Respondent
contends that overrecoveries are incone because the obligation to
refund was contingent on no underrecoveries arising in the |later
mont hs of the recovery period that would reduce or elimnate the

anount to be refunded. Respondent clains that one should | ook to
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the end of a recovery period to determ ne whether a refund is
required.

Petitioner argues that such overrecoveries are not
i ncludabl e in inconme under section 61(a) because the obligation
to repay, inposed by regulatory |aw, was unconditional.
According to petitioner’s view, Florida Power is required to
refund an overrecovery fromany given nonth in a subsequent nonth
of the sanme recovery period by setoff or according to the true-up
adj ust mrent i nposed by regul atory | aw over subsequent recovery
periods. Petitioner clains one should | ook at a nonthly
collection to determ ne whether a refund is required.

Section 61(a) defines gross incone as “all income from
what ever source derived.” Congress enacted this text intending

to use the full measure of its taxing power. See Helvering v.

Aifford, 309 U S. 331, 334 (1940). The definition of gross
incone is construed broadly to reach any accession to wealth
realized by a taxpayer over which the taxpayer has “conplete

dom nion”. Commi ssioner v. denshaw dass Co., 348 U. S. 426, 431

(1955). “In determ ning whether a taxpayer enjoys ‘conplete
domnion’, * * * The key is whether the taxpayer has sone
guarantee that he will be allowed to keep the noney.”

| ndi anapolis Power & Light Co. v. Conm ssioner, 493 U. S. 203, 210

(1990) .
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A claimof right exists when property or funds are received
and treated by a taxpayer as belonging to him See Healy v.

Commi ssioner, 345 U. S. 278, 282 (1953). Incone received under a

claimof right is taxable in the year of receipt even though the
taxpayer may be required to return it at a later tinme. See North

Am G| Consol. v. Burnet, 286 U S. 417, 424 (1932). If, in a

subsequent year, the claimto the funds or property is determ ned
to be invalid, the taxpayer would be entitled to a deduction in
the year of repaynent. However, the anmount of tax due and
reported in the year of receipt is unaffected by the return of

property or funds. See United States v. Skelly Ol Co., 394 U. S.

678, 680-681 (1969). Property or funds are not received under a
claimof right when there is a substantial restriction on its
di sposition or use, or when there is a fixed obligation to return

the property or funds received. See Indianapolis Power & Light

Co., supra at 209; Hope v. Comm ssioner, 55 T.C 1020, 1030

(1971), affd. 471 F.2d 738 (3d Gr. 1973).

In Indianapolis Power & Light Co., the Suprene Court dealt

with the issue of whether deposits, paid by custonmers to assure

t he taxpayer of paynent for future electricity, were required to
be included in incone. The deposits were received by the

t axpayer subject to an express obligation to repay either at the
time service was termnated or at the tinme a custoner established

good credit. So long as a custoner fulfilled his |egal



- 20 -

obligation to nmake tinely paynents, the deposit ultinmately was
refunded, and both the timng and nethod of refund were within
the control of the custoner. The custoner could demand that the
taxpayer return the deposit paynent by check or by setoff on the
custoner’s next utility bill.

The Court held that the test for whether deposit paynents
pai d by customers constitute incone when received by the taxpayer
depends upon the rights and obligations of the parties at the
time the paynents are made. See id. at 211. The Court decided
that, because it was within the custoner’s domain to prevent a
forfeiture of a deposit paynment and because the custoner rather
than the taxpayer determ ned how and when a deposit paynent was
returned, the paynents in question did not constitute incone to
the taxpayer. \Were the time and manner of repaynment is within
the control of the taxpayer, the paynments would constitute

i ncone. See M enbach v. Conm ssioner, 106 T.C 184, 197 (1996).

The return of overrecoveries of fuel and energy conservation
costs are not within the control of Florida Power. The 6-nonth
recovery period, price setting, and true-up adjustnment are al
set by the FPSC and FERC, which inplenented the pricing schenes
to reduce the volatility of custoners’ bills. Florida Power is
required by regulatory law to overcollect for fuel and energy
conservation costs in certain nonths and to return those funds by

setoff on custoners’ bills in the |ater nonths of the recovery
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period in order to create level pricing. Any remnaining
overrecoveries existing at the end of the recovery period,
because of inaccuracies in estimating its projected costs, are
returned to custoners pursuant to the true-up adjustnent required
by the FPSC and FERC. Florida Power cannot change or alter the
time or nethod of refunding the overrecoveries. Because the tine
and nmet hod of refunding overrecoveries is controlled by the FPSC
and FERC rather than by Florida Power, Florida Power does not
have conpl ete dom ni on over the overrecoveries and i s not
required to recogni ze them as i ncone when received.

Respondent argues that |ndianapolis Power & Light Co. does

not apply to this case because the Suprene Court was addressing
only the question of whether certain paynents by custoners were
advanced paynents for services or were deposits. Respondent

mai ntains that, in this case, the overrecoveries were paid to
Fl orida Power as part of the conpensation it receives for
providing electricity service rather than in the formof a
deposit, and, therefore, the test for inconme announced in

| ndi anapolis Power & Light Co. was not intended by the Suprene

Court to apply to overrecoveri es.
We reject respondent’s argunent that the holding in

| ndi anapolis Power & Light Co. should be construed so narrowy.

Respondent is essentially making the same argunents in this case

regardi ng overrecoveries that were rejected by the Supreme Court
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in Indianapolis Power & Light Co. with regard to deposits.

Respondent argues that the overrecoveries should be included in

i ncome under section 61 because the overrecoveries are property
of Florida Power under a claimof right and subject to a
conditional obligation to repay. The conditional obligation to
repay vests only if an offsetting underrecovery does not occur
before the end of the 6-nonth recovery period. However, the true
econom ¢ substance of Florida Power’s obligation is that, at the
end of the nonth, Florida Power is not entitled to keep the
anount held as an overrecovery, and it nust return that anmount
according to regulatory law either by setoff during the renainder
of the recovery period or by the true-up adjustnent.

Qur decision is consistent with Houston I ndus. v. United

States, 125 F. 3d 1442, 1444 (Fed. Cir. 1997). In Houston Indus.,

the Court of Appeals held that overrecoveries of fuel costs are
not required to be included in income when the overrecoveries are
part of a plan to create |level pricing over a 12-nonth recovery
period. A taxpayer-utility collected funds fromits custoners
equal to the fuel costs it expected to incur. The collections
were based on estimates and were followed by a reconciliation
procedure to account for any over or underrecoveries. The
governi ng regul atory agencies required the taxpayer to pay

i nterest on any overrecoveries. The taxpayer argued that it was

not required to report in gross incone overrecoveries for fuel
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costs that were in the taxpayer’s possession at the close of the

year. Interpreting Indianapolis Power & Light Co., the Court of

Appeal s agreed with the taxpayer.
Respondent clains that the outconme of this case shoul d,

i nstead, be controlled by Brown v. Helvering, 291 U S. 193

(1934). The taxpayer in Brown was an insurance agent who
recei ved a conmm ssion fromprem uns paid on insurance policies.
The i nsurance policies included a right of cancellation, which,
when exercised, required the insurance conpany to refund the
premuns paid. In the event of cancellation, the taxpayer was
required to refund to the insurance conpany a portion of the
comm ssion he had received with respect to a canceled policy. On
hi s books, the taxpayer recorded an estinmate of his future
l[tability to refund conm ssions and sought to exclude the
estimate fromgross income. The Court rejected the argunent of
the taxpayer stating that “the nmere fact that sonme portion of
* * * [the comm ssions] mght have to be refunded in sone future
year in the event of cancellation or reinsurance did not affect
its quality as inconme.” 1d. at 199.

The situation of Florida Power is distinguishable fromthat

of the insurance agent in Brown. Brown dealt with contingent

liabilities that may or may not have vested in future years. In
maki ng his estimates, the taxpayer had no idea which policies, if

any, mght cancel creating a liability on his part, nor did he
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know the amount of his liability at the end of the year. Florida
Power, however, is subject to a fixed and certain liability to
refund overrecoveries, and those overrecoveries are determ nable
i mredi ately after receipt of paynent by subtracting its
collections for a given nonth by its costs actually incurred.

Qur holding is also distinguishable fromour opinions in

Sout hwestern Enerqgy Co. v. Conm ssioner, 100 T.C 500 (1993), and

Continental Ill. Corp. v. Comm ssioner, T.C. Menp. 1989-636,

affd. 998 F.2d 513 (7th Gr. 1993). In Southwestern Energy Co.

t he taxpayer collected nonthly utility fees that were based on
the costs that it expected to incur for purchasing gas in the
subsequent nonth. Because the pricing was based on estinmates,
over or undercollections occurred at the end of every nonth. At
the end of the year, the taxpayer was bound by regulatory law to
cal cul ate the net overcollection for the year and return that
anount during the following year. Using this collection nethod,
the fuel cost charged to custoners by the taxpayer fluctuated
each nonth. The purpose of the nonthly gas collections was to
allow the taxpayer to recoup its cost of gas purchased and not to
create level pricing. This Court held that the obligation to
return a net overcollection during the next year was not an

i mredi at el y deducti bl e expense.

In Continental IIl. Corp., the taxpayer nmade fixed-term

loans with floating interest rates to corporate borrowers.
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However, the | oan agreenents provided that, if the total anount
of interest paid by a borrower over the life of the | oan exceeded
a preset fixed-rate cap, the taxpayer would refund the excess.
The taxpayer included in inconme the anount of interest collected
wi th each nmonthly payment only to the extent it did not exceed
the fixed-rate cap. Respondent argued, and this Court agreed,
that the excess collections should be included in gross inconme
because a contingent obligation to repay does not constitute a
restriction on use sufficient to prevent their being classified
as incone.

The excess collections in Southwestern Energy Co. and

Continental Ill. Corp. differ fromthe excess fuel and energy

conservation costs collected by Florida Power in three
significant respects. First, Florida Power is required to pay

interest on its overrecoveries, whereas, in Southwestern Enerqy

Co. and Continental Ill. Corp., the taxpayer did not include an

i nterest conponent in its refunds of excess collections. Second,
Fl ori da Power, burdened by additional accounting and
admnistrative responsibilities, derives no benefit fromthe
regul atory inposed recovery system Florida Power is forced by
the FPSC and FERC to overrecover its costs and then give refunds
in later nonths in order to reduce the volatility of custoners’
monthly bills caused by fluctuating fuel prices and random energy

conservation expenditures. The regulatory recovery nethod is
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designed to spread the costs of the expenditures over the 6-nonth

recovery period for the sole benefit of custonmers. By contrast,

the recovery nethods in Southwestern Energy Co. and Conti nent al
I[Il. Corp. benefited only the taxpayer and not the custoner.
Third, in a subsequent nonth, if an undercollection occurred in

Sout hwestern Energy Co., or if interest dipped bel ow the

fixed-rate cap in Continental IIl. Corp., the taxpayer did not

i mredi ately return overcollections froma prior nonth by setoff.

Thus, no refund occurred until the follow ng year in Southwestern

Energy Co. or after the end of the |l oan period in Continental

[Il. Corp. In any event, no question was raised or considered
whet her overrecoveries constituted gross inconme in the year of
receipt.

The final argument of respondent is that, by not including
overrecoveries in inconme, petitioner has inproperly changed its
met hod of accounting with respect to a material itemwthout the
consent of the Secretary. Consent is required by section 446(e),
whi ch reads:

SEC. 446(e). Requirenent Respecting Change of

Accounting Method. --Except as otherw se expressly

provided in this chapter, a taxpayer who changes the

met hod of accounting on the basis of which he regularly

conputes his incone in keeping his books shall, before

conputing his taxable incone under the new nethod,
secure the consent of the Secretary.

“[ Cl hange in nethod of accounting” includes a “change in the

overall plan of accounting for gross incone or deductions or a
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change in the treatnment of any material itemused in such overal
plan.” Sec. 1.446-1(e)(2)(ii)(a), Income Tax Regs. A materi al
itemis defined as “any item which involves the proper tinme for
the inclusion of the itemin inconme or the taking of a
deduction.” Sec. 1.446-1(e)(2)(ii)(a), Incone Tax Regs. Wen an
accounting practice does nothing nore than postpone the reporting
of income, rather than permanently avoiding the reporting of

i ncome over the taxpayer’'s lifetinme, it involves the proper tine

for reporting inconme. See Wayne Bolt & Nut Co. v. Conm Ssioner,

93 T.C. 500, 510 (1989). “[Change in nethod of accounting does
not include adjustnent of any item of income or deduction which
does not involve the proper tine for the inclusion of the item of
income or the taking of a deduction.” Sec. 1.446-1(e)(2)(ii)(b),
| ncome Tax Regs.

In Saline Sewer Co. v. Commi ssioner, T.C. Menp. 1992-236,

this Court held that, for purposes of section 446, a question of
whet her coll ections should be reported in inconme is different
froma question as to the proper tinme when collections should be
reported in incone. |If a taxpayer seeks to change his prior
reporting position regarding whether a particular itemis incone
or not, a taxpayer is not required to seek the Secretary’s

perm ssion before filing. Thus, section 446(e) is inapplicable
to the reporting of overrecoveries by Florida Power during the

years in issue.
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We have considered all remaining argunents made by both
parties for a result contrary to those expressed herein, and, to
the extent not discussed above, they are irrelevant or w thout
merit.

To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




